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Ametit-=" minots wit,... Or. Korajc:zyk teattfiecl that Or. Cornell utiliZed an
erroneous pracadure for un-tevering and ,.Ievering in determining the data which he
utiliZed in hil CAPM antilysis. He noted thet lince Dr. Cometl r..... Hen
comparable ccmpeny to a _tal structure of 82.,. equity and 18" debt, it is
inappropriate to use, al Dr. Comen does, a capital structure of 75'-' equity Ind 25%
debt to calculate I WACC. In addition, Or. Korajc:zyk noted that Or. Comen
inconsistently weighted Amerit~ ver.us the other comparabl. firms in calculating th.
DCF and CAPM equity cost of~. When Ameritaer\ t-\al • lower coat than the other
comparables (the OCF analysis), Or. Cornell gives Ameritec:h a weight of 25% relative
to the other com,..'" firms. However, when Ameritech has a t"Iigher cost than the
othercom~ (tNt CAPM analysis), Dr. Comel'alCribes I weight of only 14.4% to
Ameriteen IIHnot. retlltiveto tn. other com~ firms. The Company noted that
although Dr. Cornell criticIZed Mr. Dom.'.'. market-rilk pf1lmium estimate because it
retied on Ibbotson data going back to 1926, Dr. Cornell himself partly retied on data
going baCk to 1102, which he acknoWt8dOld InclUded even '.'1 complete data.

Ameritech Illinois alto pointed out that t.... CAPM and DCF methodologie. Dr.
Cornell employed in th.1 proceeding differed from ~ advice that he gives in his
pubt1.hed textbook, Corporate Valuation. For example, the textbook note. that to avoid
problems of data mining, the entire period from 1928 to the present should be utlllztld,
or as a next best sUbltltute, the polt-war period from 1945 to the present. His textbook
warns that fin.r partitioning of the sample dati, even if done with the best intentions,
rai.e. the specter of introducing bias. The four historical time periods upon which Dr.
Come" in part relied in deriving his recommended market risk premium, however,
cantain finer partitioned periods from 1S1S1 to '995 and '971 to 19S1S. The Company
noted otner inconsistenciel, including Or. ComeU's use of an annua' DCF model in this
proceeding as opposed to the quarterly compounding DCF model utilized in his
textbook to illustrate the appropriate application of the DCF methodology, as well al Dr.
Cornell's consideration of both the arithmetic and geometric average of pa.t returns for
purposes of tnis case, wner.as his textbook advises that the best estimate of expected
returns is the arithmetic average of past returns.

Ameritech Illinois also noted that in determining his risk premium, Or. Cornell
started with the S& Poor 500 Index but then limited the sample to firms that pay a
dividend of at lea.t 3%, which shrinks tna sample from 500 to 50 firms. These firms are
generally larger firms, and since smaUer firms historically have earned higher risk
premiums than larger firms, the net effect of this limitation is to hold down the risk
premium. The Company Illinois maintains that because of the errors in Or. Cornell's
analysis and because he faUed to sufficiently explain the significant deviations from the
methodologies he adviles in his published textbook. Dr. ComeU's cost of equity
analysis should not be relied upon in this case.

Staff criticized Dr. Cornell's DCF analysis because it did not refled quarterly
compounding of di'\lidends. (AT&T/MCI JOint Ex. 4.0 at '3-'4). As a result, Or. Cornell
introduced a downward bias to his OCF cost of equity estimates by ignoring the fact
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thet investors are -.,. thM divictendl are normaUy paid qUiWterty and reflect thtS
-.peaation in their .....ited ..... of return. S..uu of the opportunity to reinvest
dividendi and the time value of maney, irwesten ••ign .,.at. value to quwterly
dividendi than to a year-enCi annual divid.nd. (Staff Ex.•.0, Schedu'" •.03 and ".0.,
St." ea. ".01 at 2).

Staff alia maintained that Dr. Cornell wroneously averred that using the
quarterly OCF model to dev.'I." the allowed r.e of retum would cause the companies
to aam -.n effective rate higher than the ."owed rate becaus. of monthly
compounding.- (AT&TIMCI Joint Ex.•.0 at 38). M•. Nicdao-Cuyugan testified that Or.
Cornell made ttota unsupported ...umption t~t utilitiel continuously receive positive
net cash flows monthly and that they are able to reinvest tho.. net positive cutI flows
consistently at a return equal to their reapeetlve cost of capital. (Staff Ex. 4.01 at 2).
However, utilities experience cash outflows, collection I., 8nd regulatory lags which
can re.ult in negative net cash flows in certain manCh., adv...ly affecting the utility/s
effective .arned rate of return. Moreover, ev.n if the timin; of a utility's cash flows
cau••s the utility systematicll"y to receive eami. in ace.. of Investar demand., she
testified that the adjustment should be made to the utilitYI working capital and not its
cost of capital. (.If!. at 3). Working capital adjustments are deaigMd specifically to
compensate the utility for differences that aiat betw.en the time it upends money to
provide service and the time it is reimbursed for that service.

Staff noted that Dr. Comen utilized. nan-eonstant growth DCF model based on
GNP growth estimates as the long-run growth rate Decau.. he believe. that five-y.ar
("snort-run-) analyst earnings per share rEPS-) growth e.timatas for telephon.
companies, such as 30%, are not sustainable into perpetuity. (AT&TIMCI Joint Ex. 4.0
at , 4). Staff questioned his rationale. A review of the five-ye.r analyst growth rate
estimates he obtained for his slImple and Ameritech do not include a 30% growth rate.
Rather, his growth rates range from a low of 3.8% to a high of 14.5%, or 8.5% on
average. (lRiQ., Attachmant Be4). Second, for a c:ampany's EPS growth rata to decline
to the growth rate of the economy, as Or. ComeU's model .ssumes, that company's
earnings retention ratio must fall. A falling .arnings retention ratio will cause Am.rit.en
Illinois' earnings per share and dividends per share growth rate, to diverge, in which'
cas. its EPS growth rate cannot be used as a proxy for its dividend per shara growth
rate. As the earnings retention ratio faUs, the near-term dividend per share growth rate
will temporarily incre.se above its current lev.l until the new long-term earnings
retention ratio is achieved. At that time, the dividend per share growth rate would have
d'c;ljn,d to its 'ong-term leve' that will equal the EPS growth rate. Ms. Nicdao-Cuyugan
testified that the present value of the near-term iOSlJMl in dividends will .qual the
present value of the future achn, in divid,ends. (Staff Ex. 4.01 at~) As a result, the
cost of common equity estimated using a high short-term growth rate in a constant DCF
model will equal the cost of aq",ity estimated using a low long-term growth rate in a
non-constant DCF model. (1Qj£,).

11

02/18/98 WED 16:52 [TX/Rl NO 5109)



96-0486/96-0569
Consol.

MI. Nicdao-Cuyugan testified that both competition in the financial marketplace
and regulation drive a firm's ...dad return on cornmon equity (R ) to equal its
required ,.tum on common equity (1(.). (jgig.). To be cancemed, like Dr. CorMIl, that
the use of high short-term aamin;s growth rates will result in an upwardly biased
astimate of K., one must implicitly assume that the R of the firms in his sampte ar.
gre.r than their K•. (Ibid. at ~). This assumption would i"",y that telecommunications
markets are both unregulated and not competitive. This is unlikely given that the
impetus for tetecommurtications deregulation stems from the HU" that campetition will
lower prices. Furthermore. Or. Comell did not demOnstrate "'at the investor..xpected
R of telephone companies exc.eds their K. (Ibid.).

Commission Analysis and Conclusion

The Commission rejects Ameriteen Illinois' contention tn. increased risks
arising from the provision of unbundled network e'ements necessarily require, or
should create an apactation of, an upwllrd adjustment to any preViously calculated
cost of capital. 80th the DCF and CAPM methodologie. used by Mr. Oom..., Or.
Cornell and Ms. Nicdao-Cuyugan are market measures of the coat of capital. Thus the
market'l perception of the degree of risk confronting the Company already ha. been
captured in these analy.e.. McM'eover, the cost of capital determined in this
proceeding is intended to be used for establishing prices for a subset of Its services,
primarily what the FCC ch..crerized as -botttenedl monopoly servicesjl Which are
necessary for competition. The FCC Order acknowledged that incumbent LEes are
likely to face inc....sed risks from competition which mitht warrant an increased cost of
capital, but suggested that current1y authorized rates of retum were a reasonable
starting point for TELRIC calculations. The FCC itself initiated an inquiry into whether
the currently authorized fecteral 11.25% rate of retum was too high given the current
marketplace cost of eqUity and debt. Despite that, Amerltech Illinois is advocating an
even higher cost of capitel. FinaUy, we would observe that if the UNE and
interconnection marketl .e truly a. competitive as the Company suaestl, then there
would be little purpose in requiring the unbundling of the incumbent LEe's facilities in .
the first place.

The Commission concludes that the cost of equity analyses provided in this
proceeding form an appropriate basis for determining the WACC for usa in the TELRIC
studies. The cost of equity analyses do reflect a number of technical differences of
opinion between the expert· witnesses. Since the evidence indicates that there are
advantages and shortcomings in ead'! of the studies presented, we must weigh all of
these factors and identify which approacn overall yields the most persuasive cost of
equity estimate.

At the outset we agree with Staff and ATT/Mel that the 340 basis point range in
Mr. Domagala's overall cost of capital is so unusuaUy wtde as to provide little support
for Mr. Palmer's ultimate selection. We also are concerned with a number of specific
assumptions and calculations Amerltech Illinois made in its analysis. As Staff pointed
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out there .... proINema witn inclu.ion of some of the firms in Mr. DomaQol.·s peer
~PI, ootn In 1M DCF ... CAPM analy.as. Men importltfttly, hil CAPM .e.timates
.. biaud upward becauM they .... contingent upon betes from • rttgrautan model
that indicates neo-tiYe .ph", Which is at odds with tradltion.l CAPM th~.
Furthermore, the 1.25 .. GMfficient is an outlier from ott'*' teiephone holding
c:amptlny beta. pre..,ted by Mr. Domagola and implies that the CompIny, whict1 is still
pri".-ilya monopoly, ,. much rilkier than the market as a Whole. The bMII is also
inconsistent with .... the Con1I*"Y used for internal purposes. Mr. Domagala also
utilized. non-canstant growth DCF model which we have generally disfavored.

The record shows some "'Iatively minor criticisms of Or. Camell's cost of equity
analylis which are readily disposed of. Ameritech lliinoi. criticize. the assumption of a
zero debt beta in levering and relieving rllW betas in his CAPM analysis. However, as
Dr. Camell ..lained, incorporating a non-zero debt beta in hisanaly.is would have an
almost imperceptfble ifnlNlCt on hi. recommended ~II colt of capit81. We also do
not find persue.ive the COfnPMY's argument that certain alleged inconsistencies
between Dr. Cornell's ..Iy.ia and his textbook suggest -datil mining.- A closer
examination indicet•• that theM inconsistencies are non-existent or overstated.

W. are concemed howww, aboUt an .arent inconsistency in weighing
Ameriteen versUI the other camp_.bte firms in Dr. Come"'s calculations. The
Company witness Dr. Koraczyk noted that when Ameritec:h t\u a lower cost than the
other comparable. (the OCF anatyaia). Dr. Cornett ·gaye it a weight of 25% relatiye to
the ather compa"'e firma. Howeyer, when Amllritech has a higher coat than the ather
comparables (the CAPM aMlysil). he ascribel a weight at only 14.~'W. to it retative to
the other comparable firms. In addition, he introduced. downward bias in the OCF
analysis by not refleding the quarterly compounding of dividends. He also used I nan­
constant growth DCF model.

Overalt, we .,.. most comfOltable with Ms. Nicdao-Cuyugan's cest of equity
analysis as the mOlt reasonable and well-supported analysil presented in this record.
Even Ameritech Illinois conceded that the methodologies Staff utilized to determine In
appropnate cost of equity were not necessarily unreasonable, and that they did not
yIeld results which were unreasonable for purpose. of determining a wwighted average
cost of capital. We conclude that her cost of equity analysis should be adopted without
modification.

c. Cost of Debt

Position of Ameritech Illinois

To arrive at his range of reasonableness for the Company's WACC. Mr.
Domagala used a 7% COlt of debt, which represents Ameritech's approximate currant
market cost of debt. He b.led that figure on the 1()·ye.r tre••ury bond yield of 6.6%
as of October 10, 1996. plus an additional borrowing spread of 40 basis paints for
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t_hone camP8"* wtth I credit rating simllir to Ameritach. (AI Ex. 7.0. at 16). As a
cheCk on the ac:cuI'IICY of thil me8aurtt, he .'10 obtained the yield curie from
Bloomberg as of October 10, 1. showing the relationship between the , o-year
treasury and 1o-y.. debt issued by a telephone company borrower rated AAA-AA,
similar to Ameritech. This reflects a spread of~2 balil points for 1o-ye.r debt.

Position of AT&T/Mel

In his WACC analysi., Dr. Comel' recarnmenc:IeG a cost of debt of 7.46%. Me
testified thlt the belt estiiNte of the COlt of debt for purpose. of these proceedings is
tne weighted average coat of all of Ameritech's outstanding is.ue.. He derived his data
from S&P Bond Guide.

Position of Staff

Ms. 'Nicdao Cuyugan estimated what she considered to be the COrnp8nY'.
marginal cost of both short-term anc:llong-term debt. She estimated the marginal cost
of short term debt to be 5.53%, billed on the average yields of 1, 3, and &-month
commercial paper as of January 23. 1997. She ..timated AmeritllCh Illinois' -marginal·
long-term cast of debt bMed on the average coat of ntMly i.sued 3O-ye. AM-rated
utility bonds as of January 23, 1917. That coat is 7.64%. Staff asserted tMt the
Commission should adopt its marginal cost of long-term debt becaUH Staff benev.. it
reflects the incremental costs that would be incurred by Ameritech Illinois if it issued
new debt. Ms. NlcdIIo-Cuyugan indic8ted that the Commission should reject Or.
Comell's estimate because it did not reflect the incremental cost but rather the yield to
maturity of Ameritech's currently existing long-term debt. She also recommended
rejection of Mr. Domagala'•.estimate because it does not take into account the cost of
long-term debt with maturities uceeding 10 years.

In its Reply Brief. Ameriteen Illinois note. that neither Mr. Oomagoia nor Dr.
Cornell felt it necessary to break down the cast of debt for purposes of calculating a
WACC into long and short term debt. It also noted that. when utilizing a market-based
capital structure where the debt component is substantially less than on a book basis,
the results of breaking down the debt component into short and long-term debt are not
likely to have a materialeffed on the reSUlting WACC.

Commission Analysis and Conclusion

We will utilize Staff's proposed cost of debt because it is conceptually consistent
witn the methodology we haye accepted for the calculation of the forward-looking cast
of capital. That proposal proyides the most accurate determination of the incremental
cost of new debt.

Haying preYiously adopted Staffs proposed methodology for the determination
of the appropriate capital structure, cost of equity and cost of debt, and na"ing
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determined that no adjustments are required to Staffs caICI dattana, we conclude that
Amerltech lltinois 'hould utilize a WACC of 9.52% in its TELRIC studies.

z. DeprKiation

Overview

This sedlon PNsentl the parties' positions on the appropriate depreciation rate
assumptions to be used in Amerltech's TElR'C stud.s. ",. parties agreed that
economic lives should be used to estIIbtis" depreciation rate. but they were unable to
agr.. on which economic: life .ssumptions should be und. The tonger the economic
lives, the lower the depreciation rate and hence the lower the cost per unit. all else
being equal. Conversely. the shorter the economic lives. the higher the depreciation
rate and hence the higher the COlt per unit. aU el.e being equal.

Amerttlch lIIinoi. "osition

Company wltnes. Mars" pr..ented his recommendations for ranges of economic:
live. and Company wi1nels Palmer pidced the economic lives used far the Amerttaeh
studies from the range pnlHnted by Mr. Marlh. (AI Ex. 3 at 10 and Tr. 100'-'003).
The depreciation life ranges Mr. Marsh recommended went _ad on his rev. of the
lives which are being ulltd for financial reporting purposes by other
telecommunications providers who provide services simi'ar to the Company·s. the
recovery periods that the IRS allows for central office equipment and outside plant, and
the lives permitted by the FCC for cable company cost studie•. (AI Ex. 5.0 at. anet Tr.
at 981-982 and 990-991). In addition he claims that he considered numerous
addItional factors including, but not limited to changes in the marketplace, changes in
regulation. fCC Orders, literature in the field of depreciation and recently announced
technological development.. Based on his analyse., Mr. Marsh recommended
economic depreciation life ranges of 5-10 years for digital electronic switching
equipment, 5-'0 years for digital circuit equipment, and 10-15 years for outside plant
equipment. In its TElRte studies, Ameriteeh illinoiS used forward-looking economic
depreciation lives of 7 years for digital switChing equipment, 7 years for digital circuit
equipment and 15 years for outside plant equipment. It asserted that these economic
depreciation lives are the same as those currently used by Ameritech for financial
reporting purposes. In addition, it claimed that they are consistent with tne economic
lives used in LRSIC studies by Ameritech Ohio (since 1991). Amerit.eh Michi;.n and
Ameritech Wisconsin (since 1993) and Amerltech Indiana (since 1994).

Mr. Palmer testified that Amerttect'l Illinois found it necessary to shorten the
depreciation lives of network elements from those used in earlier studies in Illinois to
reflect the risk associated with added competition and increased demand for state-of­
the-art network elements that is developing. (AI Ex. 3 at 9). Or. Aron testified that
opening tne market to competition quickens the pace of obsolescence because when a
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m.ket may" from a protected monopoly to OM in which entry i. permitted and
competition is enc:oLIf'aIIId, ttwe wilt be demand by rnemberI of that indwstty for tn.
most capable and detent praductive alsets tnat a,.. used to servtce the rMrket. (AI
Ex. 6.1 at 33-34). The Company maintainl that the lives used in Amerited1's LRSIC
studies do not lldequately reftltd appropriate economic life assumptions now thet the
palsage of the Telecommunications Act " •• allowed competition in the local e=8nge
market. It ag....d with AT&T witness Henson"s suogestion that the Inputs to the
TELRIC studies suCh as depreciation rates and cost of money should be tne same for
retail services on a going-forward basis.

AlTlMCI witness Majoros criticized Mr. ~'s consideration of the FCC­
established deprecilltlon lives for t". cable tet..,iston Industry as an input into his
recommended depreciation lives. He also criticized Mr. Marlh's consideration of the
IRS- allowed fiv.ye.r life for switcnin; and central office equipment, indicating that
there is a difference between a recovery period and • depredation life.

In re.ponse. Ameritech Illinois noted that Mr. Majoros conceded that
technological developments could render plant Obsolete and that the relevant time
frame in which to consider whether a partieular tect'tnotogy has the potential to bypMl
and render existing plant obsolete is the time period the is encompMsed within the
economic service lives the COIftf*'y proposed in this proceeding. Thus, it maintains
that the ability of AT&T's announced wirele•• technology to byp... the local uch8nge
network within the 7 and 1S-year depreciation Iiv•• proposed herein for switching and
outside plant is of gra. importance to any accurate appraisal of tha risks surrounding
the UNEs at issue in this proceeding.

With regard to his consideration of the FCC depreciation rates prescribed for the
cable television industry, Mr. Marsn noted that tnat industry is a major potenUal
competitor group to Ameritec:h Illinois, which utihzes couial and fiber distribution
networkS that could be utilized for two-way telephone conversations, bypa..ing the
local exchange network. In add.tion. he noted that from a methodological standpoint,
the FCC asked the cable television companies what they were using for depreciation
lives, then took the average and prescribed a range based on what tne cab'. tetevision
companies themselves chose to use for their own purposas. He indicated that this was
markedly different from the FCC's approach in prescribing depreciation rates in the
telecommunications industry. Mr. Marsh also stated that Mr. Majoros' criticism of the
IRS five-year depreciation provisions fails to discuss the possibility that the stimulating
effect of the IRS rates comes from the application of an appropriate recovery period,
net an overly long recovery period as previously prescribed by regulatory bodies.

AT&T/MCI also criticized the Company's proposed economic depreciation rates
because it faited to conduct an independent study of the demands of new entrants for
the UNEs at issue herein. Am.riteen Illinois responded that the new entrants are not
only its potential customers, they also are direct competitors whose goal is to capture
its local eXchange market. Mr. Marsh testified that these competitors are reluctant and
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in fact h8Ve rtlfuMd to provicMtd demand information to Ameritech Illinois. He also
nottld that AT.T refuNd to supply such inform.on regarding its newty announced
wi,.t..1 network Md that this Commi.sion denieCI Amerltech lllino'" attempts to
compel dilCOV8ry rete.. to the teennicaj capabilttl.. and dem.,ds of that system. It
explained that, In tM f8C8 of the inability to obtain demand dIU from competitors. Mr.
Mersh conaidered an ""'y of factors which. together wUh hil 20 ye... of professional
experience, formed the Dalil for his recommended range of depreciation lives.

AT&T/Mel Positian

Mr. Majoroa .... that the equipmem live. proposed by Ameriteen are not
r••sonable e.limat•• of the revW1ue-producing live. of UNEI. He reccmmends that
lives prescribed by the FCC for AmIIritech Illinois in the FCC's 1195 annLolal update of
its depreciation ratel be used for establishing TElRIC rate•. (AT&TIMCI Joint Ex. 4.0
at 4-5). He pointed to a """'** of indicators to demonstrate that the FCC's prescribed
lives are forward-looking. He noted that in the mid-1910., the FCC directed its staff to
set li"es based on forward-looking plans and technological developments. (AT&T/MCI
Joint e•. S.D. at 5). He ".0 pointed to the rise in the depreciation reserve 'evelover
the last decade a. an 'nc:t~icator that the FCC's lives have been forwatd-tooking. (Id., It
5-1). Most importantly, Mr. Majoros noted that the FCC'. life prescriptions for
Ameritech Illinois are si;nificant'y below Ameritect't's hiatoricallife indication•. Thus, if
the FCC heavily retied on this data, as Ameritech asserted, it would be imposlibte for it
to have prescribed Uves 10 lignificantty below it. hiltoriealllfe indications. (AT&T Joint
Ex. 5, at 9 and AttKh. 5). Mr, Majoros also dlslllreed with the depreciation rates
proposed by Ameriteeh Illinois in part because he disagrees with its perception of the
risks associated with added competition and increased demand for state-of-the-art
elements.

AT&T witness Henson states that Amerit.eh has not offered any persuasive
evidence of why lives should be shortened and proposes that tha lives Mr. Majoros
recommended be used far establishing TELRIC rates. (AT&T Ex. 1.0 at 42). AT&T and
MCI pointed out that, .Ithough Ameriteeh cJaims that demand for UNEs will nece.sitate
shorter lives. Mr. Marsh failed to conduct any study of that demand. ThUS, AT&T
submitted that Amerit.ch's lives are simply reflective of financial acccunting li"es that
Ameritech and other telecommunications carriers used for SEC financial reporting
purposes, which are based on conservative general accounting principles that have no
place in a TELRIC proceeding.

Mr. Marsh replied that the FCC's simplification of its depreciation represcription
practices is not evidence of a new forward.looking orientation because these
simplification orders ba.e their ranges of depreciation factors on the average of the
tnen current FCC prescriptions for all lha companies tha FCC prescribes. These
prescriptions do not refl'ed the companies' own view. of the future of thas8 accounts,
but continue to reflect the FCC staffs imposed views, from which an. average is then
taken.
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Likewi., Mr. Marsh testified that trends in depreciation reMIVe levels are not
e"idence of a new fOrw8rd-looking epproIICh by the FCC bec:aa.. they still .. based
significantly on historical data. He allO indicated that accrual rates If8 not necessarily
equivalent to projection lives and that tn. accrual is just one of M"eral faders used in
C8fCUlatln9 the reaerve le"el. Ha indi~ that incrH.' in the reserve do not
n_ssartly meen that it is at the correct level, or that the FCC has set appropriate
rates.

Mr. Marsh testified that Mr. Majoros was incorrect in maintaining that an accrual
rate muen higher than the current retirement rate indic:ated that the retirement rate will
be much higher in the future, noting th. the accrual rate contains several flldars. A
higher depreciation rate than current retirement rates easily may be • result of the
reserve factor of the rate calculation or highly negative future net salv.;e I1Ites or
inaoequate reserves clue to inadequate pre"ious prescriptions. For the.e reasons, he
indicllted·that no conclusion can be drewn about retirement rates simply by reviewing
the movement of the reHrve.

Mr. Maran also disa.reed with Mr. Majoros's contention that Ameritech Illinois'
~roposed depreciation rates will coiled an Unwlln'8nted capital contribution from new
entrant carriers, claiming that Mr. Majoros confuses capital contribution with capital
recovery.

Staff Position

Staff witness Hendricks states that economic lif. is • me..ure of now long the
equi~ment can be used before it becomes obsolete or inadequat.. He opines that
equipment should be considered obsolete if tnere is a technologically improved or more
economically efficient type of equipment to replace it. Equipment shoUld be considered
Inadequate if it lack. the ability to handle an increaSe in demand and therefore needs
to be replaced with equipment that can handle that incr••••. (Staff Ex. 5.00 at .). Mr.
Hendricks is not convinced that Amerltech's elements will become obsolete or
inadequate in the foreseeable future and states tnere is no justification for Ameritech's
pro~osat to decrea.e the economic lives of equipment. (Staff Ex. 5.0 at 10 and St." Ex.
5.02 at 11). He noted that in Docket 92..Q.1W8, the Commission accept.d Staff's
recommendations with respect to the establishment of depreciation lives for four major
Ameritech accounts. Staff concluded that Amenteen's own demand forecasts indicate
that It expects demand for UNEs to increas., although not to the point where demand
would outstrip capacity. Based on those demand forecasts, Staff further concluded that
its equl~ment and plant relating to UNEs is neither obsolete (since expected demand is
increasing) nor inadequate (since demand is not so great that itl current eqUipment
could not handle the e~ed volume). Since Amerltech's own demand forecasts
indicate that its plant and equipment face neither obsolescence nor inadequacy, Staff
submitted that its ~roposed lives are toe short. Staff Ex. 5.00. at 9-13).
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Staff witness Gasperin .... with Ameritech that the Tel.communications Act
doe. provide a framework far COf'ftJ*tition in the 10081 exchange Dut concludes that the
r•• ordered by the CommtlSion in Docket 12-04•• are .till appropriate bec.au.. local
exchange .ervice remain. 1M damein of the LEe. Staff recommend. thM Ameritech
use the lives ordered by the Commi.slon for tM Company's LRSIC studies in Docket
92~1JI3..Q231 for estabtishing TELAtC rlies becaJ.. theHlives are baud on an
economic life analysis and we apprapri_ from a policy perspectiye. (Staff Ex. 5.00 at
13-14, Std Ex. 5.01 at 3, Staff Ex. 5.02 at 10). Tha.e recommended lives art 18 YHrs
for digital electronic equipment. , 3 years for dlgital circuit equipment and from 5.3 to 65
ye.rs for outside plllnt. The cSepteeiation life for _rial flbar optic cable was not
established in th8t clock.., 10 Mr. Ga..,.n" recommend. tNIt a deprllCiatlon lif. of 27
years b. established for aerial fiber optic cable in this docket. (Staff Ex. 6.02 at '7 and
18).

Staff maintained that the depreciation lives that the Commi.sion e.tablished in
Docket 92-0448 are forwMl-lookini because they con.ider the possibility of
obsolescence. As tha FCC states in paraQl1lPh 702 of its FCC Or1t!r, the lneumbent
LECs' elaments are bottteneck, monopoly services, that do not now face significant
competition. Staff maintains that AmerttllCh Illinois n.s not atr.tId any persuasiv.
evidence to suggest its elements are not bottleneck facUlti.. or thIIt it should be
allowed to use different depreciation rates than the rates already approved by this
Commission.

Ameriteeh Illinois countered that tne proceedings in Docket 92~3-0239
were initiated approximately five-y.ars ilgo ilnd tnat such rates cannot possibly comply
with the forward-looking cost methodology and standards contained in the Ad and the
FCC Qrder. Mr. Marsh noted that the ayerage life prescriptions that the Commission
est8blished in that Docket relied in part upon the 1991 FCC prescription of depreciation
rates for Ameritec:h Illinois and that this six-year old prescription has been superseded
at least twice. He also indicated thllt the Staff recommendations are· baed upon the
hIstorical physical life of the plant, as evidenced by Mr. Hendricks' reliance upon the
1993 recommendations of Mr. Gasparin and the 199' FCC prescription of federal
depreciation rates. In both cases he noted thilt these dated studies deal w;!h the total
investments in each of the Part 32 accounts maintained for Ameriteeh Illinois by the
FCC, rather than the latest and most effici.nt equipment which the TELRIC
methodology requires to be utilized in cost studies supporting UNE pricing. In addition,
Company witness Dr. Aron testified that even if the FCC's 1995 prescriptions were
correct at the time, they could not possibly be correct today. because they could not
include consideration of the passage of the Act itself and the FCC orders implementing
it, whiCh are designed to stimulate and promote competition. Nor could they consider
the fact that opening the market to competition quickens the pace of obsolescence and
the fact that Ameritech Illinois' obligation to provide UNEs to its own competitors
involves a significant risk of stranded plant, because the investments that it will have to
make In order to satisfy its duties under the Act are substantially different in nature than
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the investment. that it hal made in the past, 8nc:t the,. ia no continuing obligation on
the part of Its competitors to purchas. the UNEs at issue herein.

Commission Analysis and Conclusion

White it is true that under the altemative r.,ulation plan approved in Docket 92­
0448 the Commission granted Ameriteen Illinois the frHdom to establish its own
depreciation rates, we rejected th. recommendation of the ....ann; examiners and
expressly reserved control over those rates for COlt study purposes. Th. Company's
nurly tatal refiance on the service lives used for financia' reporting purposes is
therefor. inconsistent with that decision and is misplaced. We do not believe that
financial accounting lives are a suitable proxy for economic lives, .s they are often
driven by corporate financial objectives, and rllflect accounting rules biased toward
conservatism.

We are unwilling to adopt Ameritech Illinois' iII-a.fined and largelv judgmental
calculations of economic Ii"es and abandon the traditional engineering and economic
principles which we ha". utiliZed in the past. The .peclflcs of the Company's proposal
are not supported by a sufficient quantum of evidence. Although it asserts that serviea
lives must be shortened in order to ensure tnat they are consistent with the new
competitive environment, it provided very little hlll'd evidence justifying either the r."ge
prepared by Mr. Marsh or the actual depreciation economic lives Mr. Palmer selected.
For example, Ameritech Illinois proposes an economic Ufe of 30 years for poles, which
is down from 39 years in current lRSIC studies. It provides no explanation for this
change which we can evaluate. Have there been exciting new developments in
tetephone pcte technOlogy'? Does it exped its poles to break under the weight of its
competitors' attachments"?

Even if we agreed with the Company's argument that new entrants will increase
tt,e demand for "state of the arr network elements, we do not have a sufficient basis for
concluding that th8t justifies the drastic revisions to the seNice lives used in its current.
cost studies. While we have some sympathy for the complaint that it has diffiCUlty
obtaining information from its potential competitors, that is no excuse for the almost
total absence of corroborative factual evidenea. Mr. Marsh did not share the content of
any discussions he may have had with Ameritech planners, ne conduded no
independent UNE demand stUdy, he did not review the demand forecasts used in its
TELRIC study. he did not identify a single new technology demanded by new enlrants,
nor did he consult with its engineering group to determine appropriate economic lives
for digital switching, digital circuit and outside plant.

We think it is reasonable to expect that if the new competitive environment is
truly cre.ting changes in the economic lives of the Company's plant assets it would be
reflected in its own internal operations. For example, if the economic lite of a digital
switch is now seven years instead of the eighteen years approved for LRS'C studies,
then Am.riteeh should be able to show a dramatically acceterated replacement
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schedule for tho.. switches consistent with the rww economic life. It did not. If new
entrants are derMnding state of the art functionaUties, then Ameritec:h should be abl.
to show example., and demonstrate the effects and time frames involved. It did not.

Ratner than present detailed evidence in support of itl proposal, Ameriteen
lUinoil prefers to whine repeatedly about this Commisaion's refusal to permit It. at the
very enet of the e"identtary proceedings, to condud extenlive disco"ery regarding
ATIT's wirelus technology announcement. The FCC Ordw suggests that TElRte
prices should be baNd on the use of the molt efficient telecommunications technology
Ml"mly a",U'" and the lowest-cast network configuration, given the exilting
location of tna incumbent LEe'1 wire centerl. AmeriteCh concedes that AT&T's
technology is still in the t..ting stage, but it asserts that it is appropriate to evaluate a
seven-ye.. horiZon, end therefor. an evaluation of the announcement i. relevant to the
eltablishment of depreciation rates. We disagr... First, the information was sought far
too late in the prOCHding to permit a fair and meaningful evaluation of whatever deta
may exist. Second, it would be ina,propriate and highly milleading to focus on a single
firm's techno'ogy and nwoket entry plans u they may (or may not) affect the ec:onomic
live. of Ameritech Illinois' plant assets without also can.~ng the numerous other
potential entrants Which may require UN!. and intercannecIJon. (As an aside we nate
that pes providers have not, .. yet, participated in CommiAion proceedings). Third. if
we artempted in this proceeding to establish deprec:iation rates based on some
alsessment at what marlcat conditions may took like Slven years fram now, we could
obtain the same likelihood of accuracy by coniullin; tea leaves. We do not believe that
Mforward-Iooking" is synonymous with "gro•• speculation: W. certainly cannot infer
that the Company's proposed depreciation live. are appropriate on the ba.is of its
hyperbolic claim that AT&T's technology may obsolete Ametitech's network overnight,
nor can we accept the argument that if we eto not adopt its proposal we are somehow
interfering with its rel.tions,.,ip with its shareholders.

We do share the Company'. concern that the depreciation rates approved in the
alternative regUlation proceeding are now somewhat dated and do not adequately.
reflect consideration of more recent marketplace and regulatory de"elopments which
may have had some Impact on economic lives. The.e developments should be
accorded some weight in the sejection of appropriate depreciation rates used in a
forward-looking TELRIC study. Ac;c:ordingly, we will not adopt Staffs suggestion to use
the projection lives adopted in Docket 92-0448.

We believe that the projection lives and future net salvage percentages
underlying the depreciation rates prescribed for Ameritech Illinois by the FCC as set
forth in the FCC's annual update of depreciation retes should be used in the TELRIC
calculations. (FCC 96-22 adopted January 25, 1916). They raflect the most recent
credible and comprehensive evaluation of depreciatIOn in the record. We are
persuaded by Mr. Majoros' testimony that the FCC projected lives are reasonably
forward-looking. We note that the FCC has stated that they are bIIsed on a etetailed
analysis of each carrier's most recent retirement patterns, the carrier's plans. and
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current technological developments and trends. Indeed, Mr. Majoros demonstrated that
the FCC', pr'WICrillMld prajecotion lives ... significently shorter than Ameritech Illinois'
recent hi,toriCilI indications. Contrary to the s~ian that the rat.. Ire baed on the
FCC Staff's views of the ma.....laCe, Ameritec:h has had the op,portunity to r-ticipate
fully in the developnwtt of the FCC'. rites. We recognize that the FCC h.......sed
some general reseN_ions as to whether its represcription praces. ldequat.ly reflects
the nascent competitive environment, but we nave no evidence which suggests that
.ny shortcomings which the FCC may perceive are likely to lead to, or requir.. the
drastic changes in service life assumptions advocated by Amerltech illinois.

3. ~"' FIIctolS

This section of the Order presents the parties' poaitions on the appropriate
utilization Issumption to be used in Amerited"t's TElRIC studies. Unit costs .r.
derived from total costs in tNt T!LRtC methodology by dividing the total cost
associated with the element by a utilization assumption (''fill factor"). Fill factors
represent an estimate of the proportion of I hlciUty that ldUaUy will be used by
cUltomers for network access. The higher the fill factor, the lower the unit cost of the
element, all el.e being equal. Conversefy, the lower the fill factor. the higher the unit
cost of the .Iement, all else being equal. Th,.. different approach., to fill factors nave
b..n identified in this case: actual, usable capacity and target fill factors.

The FCC Order addresses the issue of the appropriate filt factors to be used in
TELRIC studies. The FCC suggests that: ·Per unit costs shall be derived from total
costs using reasonably accurate "fill factors-; that is, the per-unit costs associated with
the element by a reasonable projection of the actual tetal usage of the .Iement.

Position of Amerttech Illinois

Ameritec:h Illinois applied filt factors to calculate investment costs for loops and
other unbundled network elements and services. Prior to the , 996 Act, the Company
says it employed usable capacity fills in retail service cost proceedings. For many
elements in its TELRIC stUdy it used fill factors which were identical to the LRSIC fill
factors but for others (primarily loops and ports). it made modifications.

Company witness Palmer recommends using a target fill factor as the network
utilization assumption for the TELRIC studies instead of the usable capacity
assumption used for the LRSIC stUdies. He defines a target fin factor as the optimal
usage level above which it is more cost effective to add plant and capacity than to
increase the utilization of the existing plant. (AI Ex. 3.1 at 15). The IIljnois Cost of
Service Rule defines usable capacity as the maximum physical capacity of the
equipment or resource less any capacity required for maintenance, testing, or
administrative purposes. (83 Illinois Administrative Code Part 791.20(n)). Amefit.en
maintains that its target fill factors for most elements are less than the usable cap.city.
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The Cornpeny first made a "fresh look" ~nt to itl us'" C8PllCity fills
based on its position that UI"- c.pacity fills would shrink H the network capacity
required for maintenance, teating, and administrative purpos. increued due to the
ri.. in unbundling and churning expected In the wake of the Act. It later made an
additional adjustment to ..,;ye. at its _get fill factor propau' aft« the FCC issued its
cost rules in its FCC Ordllr, which Ameritech says pralCribed the UN of IIr_ ONIbly
accurate· fill factors. Accon:ting to the Comp8ny, its target fill f8Ctor moctificaticns
reflected the qualitative change in methodology from u.."'. to reasonably accurate fill.
It ass.rts that it kept its TELRICs con••rvatively low by using target filt fadors higher
than the actual flils it believes ...re authorized by the FCC. (AI Ex. 3.1 at ''''15). It
asserts that if it had used actual fills, its calculated coats would have been higher.

AT&.T witness Henson states that Ameritach's a_nion that the modified fill
factors reftect efficient network use is directly contrldieteel by its own operating
guid..ines. (AT&T Ex. 1.0 at 43). ",. Wget fill factors deviate from the u....
capacity fills set forth in Arneritech's own LRSIC mwthoaology • contained in the
Ameritech Cost Analysil R-aurce (ACAR). H. recarnrnends that tn. Commiuion
order Ameritech to use the fiU factors it presently uses in LRSIC studi... (AT&T Ex. 1.2
at 20). AT&T and MCI uun thllt the ACAR lets fCH1h the pricing guidelines \hilt must
be used so that the services makes money. They oba.",e that the ACAR's definition of
LRSIC contradicts its insistence in tnis ca.. !hilt fill factor, contained in the ACAA
reflect theoretical utilization levels which do not refleet actual operating conditians. In
fact, they note that the ACAR defin.. usable capacity as the "maximum physical
capacity of the equipment or resource less any capacity reqUired for maintenance,
testing or administrative purposes." lsL, Tab 3. at 4. Thus, AT&T and Mel m8intain
that the usable capacity fill factors in the ACAR represent the appropriate flll factors to
account for administration, maintenance and testing in a forward-looking, most efficient
network as determined by Amerit'ch's own engineering experts.

ATAT and Mel also point to a document titled "Amerltecn Engin.ering General
Letter AMGLCSI-00161, Dec:emCer 1992. Target Percentage Fill for Digital Switches."
That document (in evidence .s AT&T Crou Ex. 3P) discus... the rationale for
increases in the fill fador for digital switches from 95% to 97% for use in Ameriteeh's
LRSIC study. (AT&T Cross Ex. 3P, at 2). That letter also indicates that utilization was
inereased to position Ameritech as a competitive low cost unit provider and to keep a
high percentage of uaa;tt. AT&T asserts that AmerUech', own documentation and
testimony demonstrates that its LRSIC methodology is forward-looking and reftects the
most efficient mode of operation. AT&T and MCI also maintain that the FCC Order and
the Commission's Cost of Service Rules do not permit the use of actual fUl factors
They contend that actual filll.veis are simply antithetical to a forward-looking, efficient
network.
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AT&T witneuas '''0 questioned Amerited'liltinois' motivation, given the timing
of the target capacity fill factor adjustment. For exampl•. Mr. Henson points out thBt
Ameritech performed calculations based on the "frash look" fill f.ctors which gave Its
TELRIC UNE prices in tate June 1996. (AT&T Ex. 1.0, at~; Tr. 276). The.e ''fresh
look" filii for "eder Mel distributiOf\ facilities were reduCed just one month later,
although it is highly unltkety ."y major new engineering devetopmenta occurred during
this one-month perrod. More likely, accarding to Mr. Henson, Ameritech lUinois was
experimenting with input f8ctors in order get. sense of the r...tionsnip between fill
factors and the corresponding cost study results. (AT&T Ex. 1.0, at 44). AT&T also
questions the Company's motiv.s because it began recalculating its TELRIC studies
using the target cap.city adjustments prior to issuance of the FCC Order.

AT&T and Mel further maint.ln that AmerUech h.s misapplied the per unit
formulas contained in the FCC Order and the Illinois Cost of Service Rul... These
partie. object to the contention that if it can calculate the additional number of access
lines it expects to lervice o"er the period of the study, It am include that investment in
itl TELRtC cateut.tions. They argue ttwt under the FCC Order and the Commission's
Coat of Service Rule., Atneritech has two obligations it must meet in order to include
additional spare eapac;ty investment in its TELRIC studies. First, it must subltantiate
the level of·reasonably for.....ble capacity that it includes in that investment number
(i.e., how many additional line. are reasonably foresee.ble). Second. in calcu"ting its
per unit cost, it mu.t divide that investment figure by a reasonable projection of the sum
of the total number of units of that element that the IlEe i. Ilkety to provide to
requesting ca"iers JCi the total number of units of that element the IlEe itsetf is likely
to use in offering its ClWn services. (ill 83 lIf. Adm. Cod., Parts 791.40 and 791.70;
FCC Order 682). AT&T and MCI maintain that Amentech has not property implemented
this standard because it has not used projected working pairs, only current working
pairs. They argue thllt by including grClWth-rellited spare investment, but not identifying
the re,sabl. ;r;Fiop of usage for which it was calculating investment, Ameriteeh
Illinois has selected only part of the equation set forth by the FCC and this
Commission. They also maintain that when appUed properly, the FCC Order and the
Commission's Cost of Service Rules require the removal of grMb-r,I,ttd spare
capacity related to maintenance, testing and administrative purposes.

Ameritec:h Illinois respondS that there is nothing •suspicious" about how It
modified the fill factor assumptions to complV with the emerging unbundled
environment and FCC regulations. It argues that the AT&T brief reads as if there were
no 1996 Ad and insists on models which were developed prior to the Act for altogether
different purpo•••. It also maintains that although Staff and AT&TIMCI argue that the
FCC's reasonable projection language does not encompass Ameritech Illinois' actual
fills, they offer no reason to believe that its actual fills do not represent a reasonable
projection going forward, especially since actual fills are likely to decrease as
competition develop.. It avers that actual fills always should be less than target fills
because a target fill represents the point at which network capacity is increased,
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thereby reducing the portion that is actually utilized. Ameritech beHeves it has taken a
conHrVati'18 approach.

With respect to Or. Ankum'. arguments, Ameritech 'llinois contend$ that he is
proposing .., iII01ical unit cast formula in which both the numer*»r and denominator
include a projection Of us•.that atlowa for grOWln-retated spare capecity. It argues
t"at tNt effect would be to preclude the recovery of investment in spare capacity, much
of whiCh is intended to serve current, not future customers.

Position of Sta"

Staff witnesses Gasparin ilnd Hendricks present target fill factors that Staff
considers to be forward-looking reasonable projedions of efficient network fill. It
maintains tn.tt...... target fiU fsetors are efficient bec:auM at levels 8bove the target fill
it would be more cost efficient to add new plant than to continue to operate at nigher
utlflzltion leve's. (8t_ ex. 5.02 at 5). Staff's targ4tt fill flCtOrs are equal to Ameritech
Illinois' "fresh look" (or engineered utilization) fcors. (Staff Ex. 6.02 at 14). Staff
recommends that the Commission order Ameriteen to use St."s recommended target
fill factors for interim use in establishing TELRIC prj_s because these target fitl factors
represent the most at'ftcient network utilization assumptions presented in this
proceeding. (Tr. at 2CM1).

However, Mr. Hendricks states that Stafrs target fill factors are not COMsistent
wit" the "reasonably accurate filt flldors" prescribed by the FCC for its TELRIC
methodology because the target fill 'actors are not a reasonable projection of network
usage given current leve's of network usage. (Staff Ex. 5.02 at 5). Therefor., Mr.
Hendricks states that in the long term • r.asonable projection of anticipated network
usage should be used in setting fill factors. (Staff Ex. 5.02 at 6 and Tr. at 2041). Mr.
Hendricks states that a pricing methodology which use•• projection of network fill will
rec:over the full COlts of deploying netwont facilities since spare capacity will be
inCluded in the prices. He states that all carriers should contribute to tne cost of spare
capacity since all carriers enjoy the benefit of having spare capacity available to meet
demand. (Staff Ex. 5.02 at 6). Mr. Hendricks stated that if the Commission decided to
use reasonable projection estimates for fill factors, he would be willing to work with all
the parties involved in this proceeding to come up 'wlth a methodology for determining
reasonable projedions. (Tr. at 20.5). Staff urges the Commission to reject Mr.
Palmer's claim that current actual fills are the same as reasonable fill projections
because current is not synonymous with projection.

Commission Analysis and Co"cluslon

We are unwilling to conclude that the procels of establisning TELR1C b.led
prices for UNes represents sucn a unique activity tn.t it renders the exilting cost of
service rules codified at 83 III. Adm. Code 791 irrelevant in this proceeding. However,
we also do not believe that the methodologies described there should be conclusi",e,
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BIIHd on our evaluetion of the evidence on this ioue, we cannot reconcile the
FCC Or'" with the cost of .-vice rule a. r..aily .1 ATTIMCI ....... Regar.s. of
what some isoilited paI_ in Ameritech Ulinotl' intemlll~I mllY My 8bout what
itl author believes the process will or won't ultimately achieve, the determlNltion of fill
factor. was deligned to be in compliance witn our COlt of service rules. Section 791 .70
provide.:

Utilization factors. The utilization factor measures the usable t:apecity of a
capita' resource pursuant to the definition of usable capacity in Section
791.20(n). Investment shall be adjusted to reflect tna usable capacity by dividing
the doUar amount of inveltment by the utilization fador estimated pursuant to
this Section.

Section 791.20 provides:

Usable capacity is the maximum physical capacity of the equipment or resource
less any capacity required for maintenance, te.ting or administrative purposes.

We note tnat the Company's LRSIC studies nave been reviewed in numerous
proceedings and we are unaWlire of My claims that its utilization factors mealured
something other than the ~usabte eapac:i~ which our rule requires. Therefore, a
conclusion at this time that "maximum physical capacity" is the ume as the FCC's
"reasonable projection of the adual total usage of the element- seems completely
unwarranted. At a minimum, the enange in the suggested measurement w.rants a
reexamination of the proper mealure of fill factors to be used for TElRIC pricing.

We also find notning panicularly troubling about tne timing of the Company's
adjustments. First, it is not surprising tnat it would review existing cost studies in
preparation for an upcoming pricing docket. The fresh look adjustment was bllsed on
perceived changes in capacity required for maintenance. testing and administrative
purposes and, althougn the merits of the adjustments may be disputed, they do fall
squarely within the definitions in tne cost of service rule and are therefor. fair game.
Second, while AT&TIMCI correctly note that the second round of modifications, the
target fill adjustments, were made prior to issuance of the FCC Order, Mr. Palmer
explained that it resulted from ongoing discussions with tne FCC (Tr. 304-305). The
parties are advised that, in general, we prefer to focus on the merits rather than the
motivations.

Nevertheless, we note tne sobering analysis provided by AT&T witness Webber
who showed that Amerltect'l'. TELRIC-based rates for cenain UNEs are n.arly double
tn. LRSIC It computed over the recent past. A significant portion of this differential
results from tne proposed fill factor reductions. (AT&T Ex. 2.2P). This highlights the
importance of insisting that fill factor assumptions be supported by adequate evidence
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. We wilt MIapt ,.,..r fill fectors as ......._Dy Mr. PatfTW, beGlUse we agree
with him thai TELRIC- based price... rHlcnetMy baI8d on the ·optm.1 usage level
above which it II more coat .rective to add pllnt and c:apKaty rllther than inctMH the
utilillltion of the existing plant: W. are not persuaded that AT&Ts end MCl's
prIIference for the LRSIC standard of usable capcity adeq~.lynIfteds thi, import~nt

.efficiency factor. In addition the difference between usabt. capacity and target _acaty
provides capacity to meet growth. When the target is r.ached more capacity needs to
b. added.

On the other hand, we also do not believe th8t the Company has adequately
supported the magnitude of its proposed changes. Just es it did with regard to its
depreciation assumptions, Am.itech Illinois' case regarding fill facten can be.t be
summarized as ..things have changed, here are the new numbers.- The laeX of clarity
in the proposal is amply demonstrated by tt'le fact that it was not until the surrebuttal
stage of tt'le proceeding thllt Staff witness Hendricks r.alized that the Company was not
basing itl analysis on the TELRIC methOdology outfined in the FCC Order, but was
usina target utilizations based on engineering estimate. of efficient networ1( utilization
(Staff Ex. 5.02 at 2).

Apparently in recognition of the pIILJcity of evidence it has provided. Amerttec:h in
its Reply Brief su;gelts the novel c:onc:apt that as long as it provide. to otrt. P8rtie.
during discovery the workpapers unc*'tying its calculation., it is the other parties which
mvst present ev;dence rebutting its methodology. The Company apperentfy has
forg'otten that under the Illinois Public Utilities Act, it and it alone, bears the bureten of
proving that proposed rates are just and reasonabl•.

We will use the target fills that Staff proposed. We note that Staff reviewed the
same data relied upon by Ameritech Illinois to develop the targets. Furthermore, Staff
used the same standard that Mr. Palmer proposed wt'tid'l we Quoted above. Staff's
analysis was essentially unrebutted. We believe that the change in methodolOGY fram
usable capacity to target capacity will take into account the emerging unbundled
environment appropriately and adequately.

We are not persuaded that an additional proceeding to consider methodologies
for determining projections of adual use would be beneficial. The "projections of .dual
use- approaeM was clearly identified in the FCC's Order in earty AUg1Jst 1996, and
neither Ameriteen Illinois, An/Mel, Staff nor any other party chose to deyelop a fill
factor proposal based on that measure We are eldremely concerned about numerous
rounds of litigation regarding the same subject matter. If local exchange competition is
to develop, potential competitors require iI stable pricing environment within which to
develop business plans. That will not be possible if we are relitigating significant
assumptions underlying prices.

We are also persuaded that Ameritech's unit cost formula nas been applied
properly. Contrary to AT&T/Mel's contentions, there is nothing in the FCC Order or our
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COlt of .eMeIt rules which can r.a.onabty be interpreted a. requiring that all growth­
related spare c:apacity be removed from TELRte rate•.

As noted by AT&T witness Webber, the adoption of coat of capital, depreciation
economic lives, and fitl faden which vary from tnoH used by Arneritech Illinois in its
TELRIC stud"s wm "....i.... the racalcuJation of the annual ch8rge factors using
the new assumptions. The recatcullltttd ACFs along with the modified fill factors should
tn., be substituted as inputs into t~. TElR'C stud.es as replacements for the ACFs
and fill factors which Ameritech proposed.

It is ironic that· Ameritech Illinois suggests tnat in its Mu,.. LRSIC studies it
should utilize tne same assumptions regarding cost of capital, economic lives, and fill
factors al are adapted her.. We reject the luggestion at this time. Ameriteen Illinois
has reputedly tllken the position tnat the LRSIC studi.. lMN'V. an entirely different
purpose than the setting of UNE price', and ha. proposed significant modification. to
the methodologies we nave used in the past to determine input assumptions. Indeed,
we nave departed in a numb. of respect. from our existing approach. The
methodology for conducting the LRSIC cost studies h. been ••tablished by rule and is
applicable to a" tet.communications carrier.. All int...sted parties should have an
optlartunity to respond to amy changes to tn_ rule which may be necessitated by our
decisions in this proceeding.

C. Shat8d and Common Cost.

Position of Ameritech Illinois

Ameritecn Illinois retained the intemational accounting and conSUlting firm of
Arthur Andersen (-Andersen·), a part of Andersen Worldwide, to identify and assign
shared and common colts ilssociated with Arneriteen Illinois' provilion of
interconnection, UHEs, and local transport and termination. As Ameritectl Illinois
witness Broadhurst explained, Andersen developed a methodOlogy for analyzing and
attributing snared and common costs that it believed was consistent with the FCC
Order. Andersen defined ·shared costs· to be tnose costs incurred to provide two or
more UNEs (including collocation and local transport and termination services) but
which are unrelated to products and services that are not UNEs. It d.fined "common
costsU to be tho.e costs that are incurred to operate the business as a whole and are
not directty associated with any individual UNEs, products or services or any groups
thereof. Mr. Broadhurst state, further that Shl!!d costs are synonymous with tna term
joint costs used by the FCC. (AI Ex. 4.0, p. 3). Andersen attributed .hared and
common costs. once they were identified, to individual UNEs (including collocation and
local transport and termination services) based on m••sures of coat causation when
available, or on accepted allocation methods when measures of cost causation did not
exist.
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Based on interviews of Ameritaeh personnet ana ita analysis of Amerited'l's
operations, Ande....n determined that snaAld ana common costs 8ttributabfe to ~NE5
originated primarily from four busineu units serving whol...t. customers of Amentecn:
Arneritech Il"tformatian Businaa Services (AilS) serving whoIIIsaMt customers of
Ameritech Local Exch8nte Services and PracIucts; Network Services. the buaine.. unit
that plans, constructs, opemes. maintains and m..... Amertted't'. integrated
wireline telecommunications network; C....ized services. which provides to
AmeritItCh Illinois and other Ameritech entiti.. administrative and other services on a
centralized basis; Corporate, the headquarters group tnat provides Ameriteen Illinois
ilnd other Amerit,ch affiliates services such as finance. lega', and investor relation
services. (AI Ex. 4.0. p. 4).

Mr. lroadnurst stated thai the FCC specified that shanld lind cammon COlts are
to be forward-looking, and Amer1tech concluded that shared Ind comman costs for
calendar V" 1997 went molt consistent with thi. raqui,.",.nt. AdditionaNy, Mr.
Broadnurst indicated that Ameritech Illinois hacI not compteled itl 1917 budgets at the
time Arthur An__n prepared its study. so preliminary 1197 budgets were used. He
stated further that 1_ lICIuIIl yeer to date expenses were used al a basis far breaking
down 1997 Network services Budget to the level t'f detail rtaQuirad by Arthur
Andersen's analysis. (AI Ex. 4.0. p. 5). He said tNlt Andersen did not J*form an
•independent" evaluation of the efficiency of Amerit.chl operations as p8tt t'f its
analysis of the' 997 budget dat., concluding that numerous other factors ensured that
the data reflected efficiently-incurred costs.

Arthur Andersen then conducted more interviews with Ameriteeh personnel and
performed analyses to assign 1997 projected costs into 7 categories:

1.
UNEs.

2.
UNEs.

3.
4.
5.
6.
7,

Voiume sensitive costs already reflected in TELRIC studies of indiVidual

Non-volume sensitive costs not included in TELRIC studies of individual

Costs directly attributable to retail services.
Costs directly attributable to non-UNE wnolesale services.
Costs sn.,ed among UNEs.
COlts shared among wholesale services, including UNEs.
Coats common to UNEs, wholesale and retail services.

Costs in categories 1-4 were not allocated as shared and common costs.
Category 2 costs w.e added to TELRICs. but not to shared and common costs.
Categories 5-7 MlAI apportioned to UNEs. (AI Ex. 4.0, p. 9). Am.riteen Illinois also
maintains that Andersen also excluded from its analysis any capital-related costs of
f,xed assets contained in the four organization budgets reviewed. even though some of
those costs likely would have been classified as common costs on further analysis.
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. Category 5 COllI were attributed to ind,vidual UHe. by .,ayin; to tho.. costs a
ratio far eech UNE cans,sting of the ·.&tended TElRIC· of the individual UNE divided
by the ·.xtended TElRtCs· of ... UNE•. The ......,dect TllRICs· WIn c.lcul.d for
each UNE by mUltiplying the TELR.C volum.sensitive unit cost of ttw UN! by the
forecaatecl '987 d..-nd in units for that UNE. For Category 5 coati, AncIer_n first

. divided these costl t.tw.en UNEs a. a group and other AilS whoIe..le products and
services, based on the relative expenses of such categori.. oc:cuning within AilS. The
resulting shared COstl alsigned to UNEs as a group were tn." further attributed to
individual UN!s ,n the ..me manner as Category 5 shared COltS. Far Category 7
COltl, ar comman costs, Andersen first divtded these costa between Ameritech' retail
and whal..... business units baud either on me_ur.. of COlt cau..tion or the
relativ. tot8' expenses of the ~nent products and seNicu, as appHcable. The
common costs assigned to whole.... productl and services (AilS) were then further
attributed to UN!. in the ..",. m8Mner as Category 6 sh..a costs.

With respect to unbundled loops, Category 5,5, and 7 costs were firlt attributed
to unbundlecl loop UNEs for each of the five Ameritech Itates b.-d on the respective
"extended TELRICs- of all unbundled loops in each state. divided by the -extended
TELRICs· of all UNEs retionwide. The.. stat."fic, ....... unbundled loop
shared costs went then furt.... auigned to each type of loop within the slllte and
among loops in HCh of the st... rate zone. (for UUnoil, rate zones A. B, and C) using
an equal dollar amount per loop, computed by dividing the .......pecific ..,egate
costs by the total number of forecasted unbundled loops for the state. On average,
Ameriteen Illinois' attoc:ati"" of st'tanad and common costs ta UNEs ;s 29 percent of the
"extended TELRIC: (AI Ex. 4.0, p. , 4).

Intervenor Positions

AT&T and MCI maintain that the Andersen study should be rejected based on
legal conSIderations andlor upon implementation errors. They argue that under both
the Local Service Rul•• and the FCC Order, all claims by incumbent LECs seeking to
recover shared and common costs must clear three Murdles. First, such claimed costs
must be based on a forward-lOOking methodology. ICC Cost of Service Rules
§791.20(c) Second, all shared and common costs must be capable of "reasonable
allocation." FCC Order 11 696. Finally, they say costs must not be unduly
discriminatory, citing to Act § 251 (c)(2) and (3), and the III. Public Utilities Act §§ 9­
'0' and 9-241. AT&T and MCI claim that tl"le Andersen study fails to clear any of these
hurdles.

According to AT&T and MCI the Andersen methodology for identifying and
attributing shared and common costs is not forward-looking in accordance with the •
FCC's TELRIC methodOlogy and the Commission's Local Service Rules, because it
used Ameritech's own 1997 projected budgets. AT&T and MCI posit that in some
instances Andersen had to fill gaps in Ameritech's projected budgets by using
information from 1996 budgets (Tr. 650-51). AT&T and Mel assert that even if the
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Andersen study used only ,.7 projected bu.getary information. such COltl, in order to
be truly torward-tooking, woutd Mve to ucJude one-tim••xpen18 items whiCh are not
likely to r8OCClUf'. However, they obUMI that Ander,,,, failed to eumine the projected
1997 budget data to .. if costs were induded which would not raalONlbly be
e.-cted to reocc:ur on an annual bais. Mr. Henion tutified that 1117 budget date
does net account for the f8Ct that overheadI for aU competitors will be reducecl as the
market beeomes more competitive.

AT&T and MCI a'io claim that taking the next operating budget without
analyzing whether thoSe costl would be incurred using the I.test technologies results
in nothing more than a projected embedded cost study, which is specifally prohibited
by the Section 252(d)(1) of the Ad.. (MCI Exhibit 2.0, pp. 71-73). Or. Ankum claim.d
that a forward-looking telecommunications system today could expect costs to be 30
percent below historic levell, '.ading to the conclusion that forward-looking companies
h."e low.r shared and common costs. (Mel Ex. 2.0P, p. 78). He further contended that
becaus. the efficiency criterion WIll t;nored. the Ander.." study ov.,...timales the
true shared and common COItl of Ameritech by at 1••lt 20 percent. (Id., p. 79).

AT&T and Mel argue that. number of the shared casts allocated to UNes ..
unreasonable and in violation of the Comminion's Colt of Servic:e Rule•. Dr. Ankum
objeded to certain cos" which he believe. .hould have been eliminateafrom the
allocation process because the COltl, ba.ed on the title of the employee. performing
the work, are retaU-related. (Id., pp. 94-106). AT&T ana MCI also identified the
salaries, benefits, and other employ.. r.,lated expense. for personnel who Ameritech
claims supply services solely for unbundled elements in the AilS buli".s. unit. They
allege that these employees were simply designated by Ameritech personnel from
headcount charts, and assigned to unbundtee elements for shared COlt purpo.... <!sL.,
p 108) They also claim Andersen did not undertake an in-depth independent review
of the direct assignments, amount of dollars in the budgets, and personnel assigned to
the vanous supervisors. They maintain that some' 7.95 percent of lhe W~geS, benefits,
and other associated costs from AilS were misalloc:ated as joint COlts directly to UNEs.
(Mel Ex. 2.0, pp. 97-99). Another misassignment of costs to UNEs in tne AilS budget,
according to Or. Ankum. involves the allocation to joint costs of all computer-related'
expenses for all new AilS employees, not just those employees serving unbundled
elements. (1.2.. p. 112).

Similar misallocations occurred in almost every business unit according to AT&T
and Mel. In the Corporate bUSiness unit budget, the amount which was directly
assigned to UNEs reflects the sum of the corporate strategy department, the public
policy department, and the corporate legal department. Dr. Ankum maintains that the
expense descriptions reve.ls nothing to distinguish these assignments directly to
UNEs (!ft, pp. 112-1S). Dr. Ankum recommends moving these expenses over to
common costs to be shared by all. (!fl. p. "3).
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ATIT..Mel que that the corporateI.department costs directly .ssigned
to UNE, are to"I, inappropriate anel should be removed entirely. The bulk of these
upen... are outside coun..l fee. related to ntrlllion., .tat~ of generally
available tetm. and conditions, tariff filin;s and aSlodated cost proceeding., and tne
resultin; litigation. AT&T end Mel tnen .... that the corpor. legal department
• ."se. are an un....son.bIe assignment to UN!s for • num" of realOns. (~, pp.
114.15). First, the.. -.pens•• are not fotw8rd-Jooking. Next, the costs of
implementing the Act, ~rtieul.rty the legal costs of implementation, cannot solely be
the burden of unbuncsled elements. A finel reason is on. of fundamental fairness.
AT&T and MCI explain that during the arbitrations to open tn. market to competition,
Arneritech took positions largely vi8'MlCt as hostn. to the new entrants. To make new
entrants, who have P8id tneir own lega' expenses in the arbitration proceedings, turn
around and fund thatr opposition's legal ...,.es is inequit.... For all of these
reasons, AT&T and Mel suggest exdudinG from both shared and common costs the
entire assignment of up.,....s ..sociated with tn. corporate legal department.

AT&T and Mel "10 oDjec:t to the "".red cost assignment from tn. Am.itech
Operating Camptlni.. (AOC)/state Administretions unit. The.e consiat of consultant
'.sand wage and benefit =-ts. (MCI Ex. 2.OP, p. 103). Because the consultant fees
are obviously on.tim. expenses related to implementing the provisions of the Ad, Dr.
Ankum recommend. removint them from the ""... COlts c:aWgory. (Id" pp. 103-(4).
The r1Imainin9 wages andbenllfits which have been assigned al s".red coata to UNEs
are also suspect. Therefore. Dr. Ankum suggests re.ssilning the.. latter public policy
expenses to common COItI. (JL. pp. 106-07). AT&T and MCI maintain that the legal
expenses associated with AOC/Stme Administrative unit should be exduded from
recovery as a shared cost. (MCI Ex. 2.0P, pp. '03--05). In total, Or. Ankum contends
that these exclusions and reassignments result in a shared cost mark-up for
Amaritsch's extended TELRICs of 6.06%. rather than the 17.5 percent proposed by
Andersen (ld., pp. 106.107).

AT&T and Mel also contend that many of the common costs assigned to UNEs
are unreasonable because both the methodology used to identify items for assignment
as well as the allocation methodology are flawed. The most obvious offenders which
should be excluded from common costs indude lhe expanses associated with the
Am.rit.eh Senior Golf Toumament, the sky boxes at various sporting arenas, the
Museum of Science and Industry in Chicago, the Ameriteen Cup expenses, the
performances at the White House and other corporate charitable contributions. (Mel
Ex. 2.0P, pp. 109-110; AT&T Ex. 1.0P. pp. 57-59). AT&T and MCI reason that such
promotional advenising and corporate charitable contributions would have been
rejected by this Commission had Ameritech tried to recover such items in a rate ease.

Dr. Ankum also maintains there are misallocations among the four business
units (Network Services, AOe/State Administration, Corporate, and AilS) which seNe
as a source of common costs. Some examples of misassigned 8.1pen.ses include retail
expenses related to printing Ameritech's customers bills, items related to handling
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return man, dupliCllte bitting ~d special bill processing. and remittance of Ameriteen
customer bill payment. (Mel .Ex. 2.OP. pp. 110-111). The.. re.1 ...atea apenHs
were not identified in the AnderHn study, according to AT&T...a Mel, due to the lack
of a comprehensive stucty. As support for this auertion, AT&T and Mel point to the
wor1cpllPers to support the proposition that only one memorandum went out to the
various Ameritec:h depalrtments and th. memorMdum requested that departments
identify costs associated with unbundling operations. (MCI Cross Ea. 3P; Tr. 741-42).

AT&T and Mel next challenge the allOC8tion scheme for the assignment of
common costs to UNEs. (MCI Cross Ex. 3P; Tr. 741-42). AT&T and Mel argue that
since the.. .... common costs, they should be aUocated uniformly so that each
Amentech buline.. activity receives • fair and equal share of the ganeral company
overhead. AncIerHn's study, howtMtr, allocates common costs through. series of
ratios. This proceHbecome. even more compItIx when And....." consolidates certain
common costs in busineSS units then re.llocat., out the discrete services. AT&T and
MCI argue that neither Amerltec:h nor Andersen could provide any meaningful
explanation as to why this complex alloc.tion system wu apptied to common costs
other than that is the method used by Ameritech for int.".1 budgeting purposes.
(AT&TIMCI Initial Joint Brief, p. 124). They maintain this is a discriminatory practice.

AT&T and MCI argue that a C8tegory of nOr1ooCOre t..hone competitive
businesses known as New Ventur.s heve been excluded from the allocation process.
(AT&T Crols Ex. 4; Tr. 777). BeAu.e of this exclusion, the ratio of non-core to cor.
telephone actiyitie. has been decreased, thereby increasing the amount of ccmmon
costs that ultimately are as.igned to UNEs. (AT&TIMCI Initial Joint Brief p. 125).
Another e.ample of tnis discriminatory allocation methodology is, according to AT&T
and Mel, that unbundled elements are uKimately assigned about 2.3% of all carporate
common costs while Amerit.ch's overse.s investments are allocated les& than 1·~ of
corporate common costs. (AT&T Cross Ex. 5, p. 20: MCI Cross Ex. 13P). In sum,
AT&T and MCI conclude that if c:osts are truly common and cannot be assigned by use,
then the allocation should be uniform and equal.

AT&TIMCI also object to the allocation methodology used by Andersen. The
study distributes lhe forecasted pool of shared and common costs by using the ratio of
eX'tended TElRICs for loops over the extended TELRICs for all elements. They claim
that the principal difficulty with such an approach is that this distribution method is
critically dependent on the demand forecast for loops. Ame,itech's demand forecasts
are themselves suspect, according to AT&T and MCI, because neither Amariteeh nor
Andersen produced the demand forecast and did not even pre.ent a witness to explain
and support the forecasted demand. (~, p. 128; Tr. 786-87, 847).

Dr. Ankum opines that Ameritech's proposed allocations are not consistent with
the competitive objectives of the Act and the FCC Order. As an example. he states that
unbundled loops in bUliness districts are burdened with higher markups for shared and
common costs than their counterparts in more rural areas of the state. The percentage

02/1&/9& WED 17:01 [TI/RI NO 5110]



96-0486196-0569
Consof.

mlticUP for ba.ic buainess toops-in Rate Zone A is 4.9 times as targe a. the percentage
rMrk,Up for thole .-na loops in Rite Zone C. Dr. Ankum " • .,.. recommends a
fixed parc:antaga markup over TELRIC for alllt'tered and common coats. (Jet, pp. 10­
92). Mr. Htmaon and Dr. Ankum observe that using. rMrk-up methDdOtogy for
asaigning sn.,. and common COlts to loops ensures that tower priced too.- omy bear
their fair share ottne shared and common costl. (AT&TlMCllnitia' Joint Brief, pp. 130­
31). Consequently, no fixed cost price barrier is erected to competitive ."try.

While not lIdYacating the UM of th. Andersen methodology in order to assign
shared and common coat. to UN!s, .aen of three witn••• for AT&T and MCI
attemplltCf to make adjustments to the Andersen methoGafatV Which tnay betie"ed
would bring it cloHr in line with the requiraments of the 1.Act, the FCC 0 ..... and
the Commis.ian'.'ocal service rul••. First. AT&T witness Henson proposed to remove
retail-oriented co.ts by 8PP'ying the 22% we~~ whol...le discount
prescribed by the Commission in the Amenteen wholesale cue (Docket 95-045110531
Coni.). He th.n suggests • method to convert ArMritech's 1997 accaunting COlts to
"forward-looking ecDnClmic COlts efrteientty incurred,· using 55'Xa of the total accounting
COltl incurred by Ameritech a. a proxy for its forward-looking economic costs blind on
AmeritllCh's comments to tne FCC in Ooc:ket 96-98. Then, using 30% as the markup
Am.ritech is proposing in thil proceeding, he adjusts that amount down to 12.ft using
the following formula:

30% x (1-22%) x55%· 12.9%

(AT&T Ex. 1.0P, p. 62.)

Mr. 8ehounek, on behalf of both AT&T and Mel, alao comments on the
calculations of shared and common costs. Mr. 8ehounek recatculates the shared and
common costs using Arthur Andersen's methOdology and e~ronic spre8dlheets.
(AT&TIMeI Joint Exhibit 6.0, p. 3). First, however. Mr. hhounek lIdjusts the stantng
budget amounts by annualizing 8 months of 1996 adual expense figures and using that
calculated amount rather than the '997 budget. His reasoning is that the 1997 budget
was not forward loaking, and since Ameriteen chose not to use a forward-looking
expense view, it was mare reliabl. to us. annualized 19M numbers that contained at
least a partial year of actual expenses. He also believe. that 1998 expense. include
costs associated with implementing tne Act, will not occur on a regul.r basis, and are
therefore higher than Ameritech woutd normally incur. He admits that the '996
expenses are not forward-lOOking, reflect embedded expenle. and in no way reflect
long-term efficiencies. Further, he believes that by using actual .xpen.... he has
conservatively accepted the framework that Ameritech has proposed without further
overstating those figures in the manner sugg_sted by Ameriteen. (Id., p. 5). Finally,
Mr. Benounek adjusts the 1996 budget projection by applying the Price Cap Index
formula used by Ameritech Illinois for its annual Alternative Regulation rate filing. This
formula, as used by Mr. Sehounek. reduces the 1995 budget projection to develop a
new base amount for 1997 in each of the four organizations. (Id., p. 6).
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